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Financial Statement Whys
and Wherefores
Although the many diverse organizations in America may have different
objectives—some profit-oriented, others charitable or governmental
serving social needs—each generally uses economic resources to
pursue its goals.

Need for General Purpose
Financial Statements
The suppliers of economic resources and those who regulate, tax, or
otherwise transact business with an organization need reliable infor
mation about its finances and its use of resources. Financial statements
are a means of communicating such information to investors, creditors,
and others. Because most users lack the means to obtain specifically
tailored financial information from an organization, they must use the
general-purpose financial statements directed toward all users.

Responsibility for Financial
Statements
Effective use of financial statements requires an understanding of the
roles of preparers, independent auditors, and users.

Preparers
Regardless of the organization’s size or form of ownership, manage
ment is responsible for the contents of financial statements, which
include management’s representations about certain economic as
1
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pects of the entity. Presentation of financial statements requires certain
judgments and estimates by management. Management’s responsi
bility is not lessened by delegating the preparation of financial
statements to outside professional accountants or by having them
audited.

Independent Auditors
The auditor is responsible for performing an audit of an entity’s financial
statements in accordance with professional standards. The auditor’s
report on financial statements enhances users’ confidence in their
reliability because the auditor is an independent expert in auditing
and financial reporting.

Users
Financial statements and auditors’ reports are useful only to those who
make the effort to understand them. They require a reasonable
understanding of economic activities, the accounting process, and
the audit function. Effective use of audited financial statements pre
supposes familiarity with the concepts of financial measurement and
reporting and a sufficient understanding of the purpose and elements
of financial statements to enable users to select and interpret financial
statement contents as they relate to a specific decision. Users must
recognize the inherent limitations of financial statements arising from
the use of estimates and judgments and of alternative accounting
principles and methods. In addition, users should understand the
meaning and significance of an auditor's report and the nature of the
audit process resulting in the report. The purpose of this booklet is to
help users do those things.

Financial Statements and
the Accounting Process
Management is responsible for developing an accounting system to
identify, measure, and record economic events and transactions that
should be included in the financial statements. Because economic
events and transactions can be complex, financial statements are
based on the approximate measures of the financial effects of such
events and transactions. Thus, despite the aura of precision sometimes
attributed to financial statements, they are only reasonable approxi
mations.

Effects of Judgments

Effects of Judgments
Management’s judgments on accounting matters affect financial state
ments in several ways.

Monetary Measurement
The process of financial measurement involves translation of the effects
of events and transactions into dollar amounts. While some items,
such as the amount of cash exchanged in a transaction, can be
measured precisely, many important items in financial statements have
to be estimated, such as the outcome of future events. For example,
How long will depreciable assets remain in use? What portion of credit
sales will be uncollectible? How much inventory will become obsolete?
What product warranty claims will occur?

Selection of Accounting
Principles and Methods
Financial statement preparation can involve choices among equally
acceptable alternative accounting principles and methods, such as
selecting a depreciation method or an inventory valuation principle.
Different methods may yield different results, and management is
responsible for selecting accounting principles and methods that are
appropriate for the circumstances to which they are applied.

Disclosure
Disclosure relates to whether information in the financial statements,
including the related notes, clearly explains matters that may affect
their use and reader understanding. Management’s decisions about
disclosures concern both the amount and the quality of information in
financial statements. For example, if assets are pledged as collateral
to creditors, management must decide how much detail of this
arrangement should be disclosed. A balance must be achieved
between detail and summary: Too little disclosure can withhold es
sential information from the user; too much, can overburden him.

Guides to Accounting Judgments
If management is to fulfill its responsibility for preparing useful financial
statements, it must pay careful attention to the quality of its accounting
judgments. For years financial statement preparers have been guided
by accounting standards on financial measurement and disclosure.
Conventions, rules, and procedures have evolved that serve as guides
to preparing financial statements.

3
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These technical standards and procedures, referred to as “gen
erally accepted accounting principles’’ (GAAP), also provide standards
by which auditors judge financial statement presentations. Financial
statements are considered to conform with GAAP when

•
•
•
•

The accounting principles used by management have general
acceptance.
The accounting principles selected by management are appro
priate in the circumstances.
The financial statements contain adequate disclosures.
The financial statements present the substance of events and
transactions within an acceptable range of approximation
(materiality).

General Acceptance
Accounting principles are pragmatic standards that have been de
veloped through (a) deliberations and consensus of authoritative
professional bodies and (b) practical decisions about presenting
useful financial information. These principles continue to evolve as a
result of experience and research and in response to changes in
economic activities and changing user needs.

Appropriate Accounting
Principles
In certain circumstances, generally accepted accounting principles
may permit alternative accounting treatments of the same transaction
or event. Unless an official standard exists, there will always be some
latitude for management, guided by specific circumstances of eco
nomic events or transactions, to choose between alternative principles.

Adequate Disclosure
Conformity with GAAP requires the disclosure of enough information
to enable an informed reader to understand and interpret the financial
statements. Financial disclosures may be made by parenthetical
notation in the body of the financial statements, by notes to the
statements (notes are considered to be an integral part of the financial
statements), and by the classification and accounts used within the
statements.

Materiality in Financial Statements

Materiality in Financial
Statements
Although financial statements may contain approximations, they must
reflect a reasonable degree of precision. If the degree of imprecision
is significant enough to influence or make a difference in the judgment
or consequent activities of financial statement users, it is considered
material.
Materiality usually is a relative concept. For example, a $5,000
misstatement of sales revenue for a company with a $20,000 net
income may be material while that same misstatement for a company
with a $500,000 net income may be immaterial. Sometimes a qualitative
characteristic influences materiality; for example, an error in the
financial statements, though small in amount, may cause the company
to breach a loan agreement stipulation, which could result in misclas
sification of current and noncurrent debt.

What Is an Audit?
A brief review of an audit’s key characteristics can help users better
understand the auditor’s report. Suppose you are approached by the
president of a newly formed corporation and are urged to purchase
stock in the company. To evaluate the corporation’s financial status
and operating activities, you are supplied with a set of financial
statements. Although you will certainly be concerned with what an
evaluation of those financial statements might tell you about the
investment prospects being offered, your first concern will likely be
whether you can rely on the representations in those statements.
Unless you are quite different from the typical financial statement user,
it is unlikely you will have the time, expertise, or access to the
company's records necessary to determine that for yourself.
A common way to enhance confidence about the reliability of
financial statements is to have them audited by persons with the
required skills and experience—independent professional auditors.

Characteristics of an Audit
An audit of financial statements is a complex process, the key elements
of which are discussed in ensuing paragraphs and summarized in
figure 1.

5
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Figure 1

Important Characteristics of an Audit

Auditors are independent of the entity’s management, the preparers of finan
cial statements. An auditor is not the representative of any particular group.
(p. 6).
________________________
Auditors form their opinions on financial statements on the basis of selective
testing. They rarely audit all of an individual item in the financial statements
or all of the items in the financial statements. (p. 6).

An audit is directed toward the discovery of material misstatements in the
financial statements no matter what causes the misstatement. (p. 7).
Auditors form a professional opinion on an organization’s financial statements.
They are never absolutely certain about whether the financial statements are
accurate. (p. 7).
Auditors report on the financial statements as a whole and not on the individual
items within the financial statements. (p. 7).
An audit is concerned with the financial presentation and not the financial
quality of an entity, the wisdom of its management’s decisions, or the risk of
doing business with the entity. (p. 8).
Parenthetical page numbers refer to discussion of each characteristic within the chapter

Auditors Are “Independent”
Independence is a characteristic critical, if not unique, to the auditing
profession. Auditors can fulfill their examination and reporting functions
only if they are outside management's control. The auditor’s opinion
on the financial statements is unbiased because the auditor does not
owe allegiance to any specific group.
Although the organization management represents is the auditor’s
client, the auditor’s chief responsibility is to the users of his report.
The auditor’s independence encourages third parties to use the
statements and auditor’s report with confidence.

Audits Involve Tests
An audit includes tests of the account balances and classes of
transactions reported in the financial statements. Auditors rarely
examine all of the items in an account or transaction class. Instead,
they select a portion of those items and apply procedures to them to
form an opinion on the financial statements.
The auditor exercises skill and judgment in deciding which audit
tests to make, the extent to which those tests should be applied, and

Characteristics of an Audit

when the tests should be done, as well as in interpreting and evaluating
the test results.
For example, the auditor usually tests a portion of the inventory
counts. From the sample counts, the auditor will form a conclusion
about the reasonableness of the client’s inventory quantities. The
auditor may conclude that the client’s count is reasonably accurate,
or that additional testing is necessary, or, even, when circumstances
warrant, that the client should recount the inventory.

Audit Risk. Complete examination would be too expensive and time
consuming in most cases. Because an auditor forms conclusions on
the basis of selective testing, there is always a risk that if material
misstatements exist in the financial statements they may not be found
during the audit. Auditors attempt to reduce this audit risk to a relatively
low level, but those who read auditors’ reports should recognize that
there is an element of uncertainty about the conclusions. It is because
there is some risk that material misstatements can occur in the financial
statements and remain undiscovered by the auditor that auditors
express an opinion on the financial statements.
Audits and Fraud
The primary objective of an audit is to provide reasonable assurance
that the financial statements are not materially misstated. The two
potential sources of material misstatement are errors (unintentional
mistakes) and irregularities (deliberate distortions of financial state
ments by either management or employees that is commonly referred
to as fraud).
Normally the auditor does not perform audit tests for the specific
purpose of discovering irregularities, but rather to discover material
misstatements in general. However, if the auditor’s procedures indicate
that material irregularities may exist, additional procedures will be
performed to pursue that concern.

Auditors Form an Opinion on
Financial Statements as a Whole
The auditor forms an opinion on the financial statements taken as a
whole and not on the individual items within them, because each of
the basic financial statements is directed toward a stated purpose,
such as presenting financial position, results of operations, or changes
in financial position. If the auditor were to form an opinion on individual
items within the financial statements, then the search would be for a
misstatement sufficient to distort that one item. Normally, the size of
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such a misstatement is much smaller than one that would distort the
broad financial reporting objectives embodied in the basic financial
statements. Thus, the auditor would have to do a more extensive audit,
the cost of which could easily outweigh its benefit.

A Responsible User’s Duties
We have examined the auditor’s responsibilities in providing assurance
about financial statement reliability. Let us conclude by specifically
identifying the primary issues confronting the audit report user:
The financial quality of an entity. The evaluation of financial
condition and operating results of an entity is the responsibility of
the financial statement user. The audit gives reasonable assurance
that material misstatements do not exist in the financial statement
presentations. It is up to the reader to interpret these presentations.
The wisdom of management decisions. An audit provides reason
able assurance that the financial results of management's decisions
are reported within realistic limits in the financial statements. It is
the financial statement user’s responsibility to decide whether
management has made appropriate decisions.
The risk of doing business with an entity. Specific decisions about
doing business with an entity, such as investing or extending
credit, are the responsibility of those contemplating such matters.
An audit does not evaluate whether an entity is a good business
risk. It adds credibility to the financial information that users may
consider in evaluating those risks themselves.

The Auditor’s Standard
Report: What It Says and
What It Means
The auditor’s report has two basic objectives: to describe what the
auditor has done and to communicate what the auditor has found.
The most common type of audit report is the standard report, also
known as an unqualified or “clean” opinion, rendered when no
significant limitations affect the performance of the audit and when no

Two Paragraphs—Two Objectives

material deficiencies or unusual uncertainties exist in the financial
statements. A typical example of the auditor’s standard report is shown
below:
To RMW Corporation, Its Directors, and Shareholders:

We have examined the balance sheets of RMW Corporation as of
December 31, 19X2 and 19X1, and the related statements of income,
retained earnings, and changes in financial position for the years then
ended. Our examinations were made in accordance with generally
accepted auditing standards and, accordingly, included such tests of
the accounting records and such other auditing procedures as we
considered necessary in the circumstances.
In our opinion, the financial statements referred to above present
fairly the financial position of RMW Corporation as of December 31, 19X2
and 19X1, and the results of its operations and the changes in its financial
position for the years then ended, in conformity with generally accepted
accounting principles applied on a consistent basis.

March 7, 19X3
Rachel & Company
Certified Public Accountants

Two Paragraphs—Two Objectives
This report is considered a “standard" report because it consists of
two paragraphs containing standardized words and phrases having
a specific meaning. The report’s two distinct paragraphs each have
a specific purpose. In the first, the scope paragraph, the auditor
makes a factual statement about what was done. The auditor states
explicitly that the scope of the audit was sufficiently comprehensive
and extensive to permit an opinion to be formed on the financial
statements.
In the second, the opinion paragraph, the auditor communicates
what was found. He expresses an informed, expert opinion on the
financial statements.

Scope Paragraph
The auditor’s basis for forming an opinion is described by the following
phrases in the scope paragraph:

• “We have examined.” This phrase emphasizes the type of service
the auditor is providing and the corresponding responsibility assumed.
A reader should interpret it to mean “We have audited."
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• “the balance sheets ... as ... and the related statements of...
for the years then ended.” The auditor's report covers only those items
specifically identified in the report. It does not extend to any additional
items that may be presented along with those referred to in the report.
To an audit report reader, this phrase should mean “only the balance
sheets ... as of... and the related statements of... for the years
then ended. Nothing else is covered by the opinion that follows.”
• “ofRMW Corporation.” This indicates that the financial statements
are the representations of management, which has primary respon
sibility for them. It suggests the distinction between management’s
responsibility and the auditor’s responsibility. An audit report reader
should read the phrase as “which are the representations and primary
responsibility of the management of RMW Corporation.”

• “Our examinations were made in accordance with generally
accepted auditing standards.” In this phrase the auditor is stating
that he has complied with the standards established by the auditing
profession for the performance of an audit. (See the Appendix for a
listing of these standards.) The standards establish criteria for the
auditor’s professional qualities, the nature and extent of judgments
exercised in the audit, and the preparation of the report. These
standards apply equally in any financial statement audit regardless of
the type or size of entity. This phrase should be interpreted to mean
“Our audits complied with the standards established by the profes
sion."
• “accordingly included such tests of the accounting records.” This
phrase indicates that not all of the accounts and transactions sum
marized in the financial statements were examined. It also indicates
that, although the audit and consequent opinion apply specifically to
the financial statements, the auditor tests the accounting records
underlying the statements. An audit report reader should consider this
phrase to mean “our audit included tests of samples of the accounting
records, not all of those records.”
• “and such other auditing procedures as we considered necessary
in the circumstances." Just as a physician uses professional judgment
in deciding how to treat a patient, the auditor tailors the specific tests
and procedures to the particular characteristics of the client. To list in
the report the numerous specific procedures performed would be
cumbersome and confusing; thus, the auditor states that professional
discretion was used in selecting those specific procedures necessary
to permit the expression of the opinion. This phrase also implies that

Two Paragraphs—Two Objectives

the auditor’s selection of procedures was not prescribed by manage
ment but was carried out on the basis of professional judgment. To
audit report readers this phrase should mean “We used our profes
sional judgment in conjunction with our knowledge of the specific
circumstances of the RMW Corporation to determine what, when, and
how much to test."

Opinion Paragraph
The auditor’s conclusions as a result of the audit are described by
the following phrases in the opinion paragraph.

• “In our opinion." The auditor is not expressing a guarantee or a
certainty. He is expressing an informed, expert, professional judgment
that he has reasonable assurance that the financial statements do not
contain a material misstatement or omission.
Reasonable assurance derives from the auditor’s skill and expe
rience in accounting and auditing. Like physicians and attorneys,
auditors base their conclusions on their professional judgment, not
absolute certainty. Readers of the auditor’s report should view this
phrase as saying “Based on my professional judgment, I am reason
ably sure."
• “present fairly... in conformity with generally accepted account
ing principles." This is probably the most complex and misunderstood
phrase in the auditor's report. The phrase indicates that financial
statements cannot be accurate in an absolute sense—they can only
be reasonably accurate.
The phrase “present fairly” must always be coupled with “in
conformity with generally accepted accounting principles" (or other
appropriate basis of accounting) when reading the auditor’s report.
The two phrases are indivisibly linked to form a single concept of
financial presentation. Thus, audit report readers should interpret this
phrase to mean “presents ... based on reasonably accurate data
portrayed in accordance with generally accepted accounting princi
ples."
• “applied on a consistent basis." Generally accepted accounting
principles may include alternative practices that make it possible to
use equally permissible methods of accounting for a particular event
or transaction. If the methods are not followed consistently, the financial
statements may not be comparable from one year to the next. This
phrase in the auditor’s report assures the reader that accounting
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principles have been consistently followed. To audit report readers
this phrase should mean “using the same accounting methods used
to prepare last year’s financial statements."

Other Reports and Services
In addition to an audit of financial statements prepared on the basis
of generally accepted accounting principles, CPAs may report on
financial statements in the following ways.

Comprehensive Basis
Other Than GAAP
Some companies prepare their financial statements using a basis of
accounting other than generally accepted accounting principles. The
income tax basis, cash, or modified cash basis, and the regulatory
basis of accounting are considered to be comprehensive bases of
accounting for the purpose of preparing financial statements. Auditors
may express opinions on financial statements prepared on these
bases.
Although the auditor follows the same auditing standards when
auditing these financial statements, the report wording is modified to
recognize the basis of accounting used. The auditor’s report will
include a separate explanatory paragraph that (a) indicates that the
statements are not intended to conform with GAAP and (b) refers to
a note to the financial statements describing the basis of accounting
used and how it differs from GAAP.

Compilation and Review Services
Some organizations and the users of their financial statements do not
need the level of assurance provided by an audit but may engage
CPAs to review or compile financial statements.
The objective of a review is to provide limited assurance that no
material modifications are necessary for the statements to conform
with GAAP or another comprehensive basis of accounting. This
objective differs significantly from that of an audit. A review does not
provide the basis for expressing an opinion on the financial statements;
only limited assurance is possible.
The objective of a compilation service is to present in the form of
financial statements information supplied by an organization. The
accountant does not express any assurance about whether the
statements conform with GAAP or with another comprehensive basis
of accounting.

Modifications of Wording Only

Modifications of the
Standard Audit Report
Certain factors prevent the auditor from issuing a standard report:

•

•

Circumstances may exist that require a modification of the wording
of the standard report but not a modification of the auditor’s opinion
because they do not change the auditor’s conclusions about the
financial statements.
Circumstances may exist that require a modification of both the
wording of the standard report and the auditor's opinion on the
financial statements.

There is an important distinction between the terms “auditor’s
report" and “auditor’s opinion.” The auditor's report represents the
entire communication about what was done and what was found. The
auditor's opinion is only one part of the report—what was found. In
certain circumstances it is possible for the auditor to modify the
wording of the standard report but still express an unqualified opinion.
Under other circumstances, the auditor will not be able to express an
unqualified opinion, which, in turn, necessitates a modification of the
wording of the standard report.

Modifications of Wording Only
In two situations the auditor can change the wording of the standard
report but still express an unqualified opinion on the financial state
ments:

•
•

Part of the audit was performed by another independent auditor.
The auditor wishes to emphasize a matter regarding the financial
statements but still express an unqualified opinion.

Participation by Another Auditor
More than one audit firm may participate in an audit, particularly when
the company being audited is widespread geographically. For ex
ample, a company with major operations in the Southeast may have
its western subsidiary audited by an independent auditor located on
the West Coast.
When two or more audit firms participate in an audit, the auditor
of the business’s major operation must decide whether to assume
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responsibility for the work of the other audit firm. If the auditor accepts
responsibility for the other auditor's work, the standard report is issued
without modification.
If the auditor using the work of the other auditor does not assume
responsibility for that work, the responsibility is shared. Sharing
responsibility in no way raises questions about the quality of the other
auditor’s work, nor does it imply less assurance about the reliability of
the financial statements. It simply means that the principal auditor is
not in a position to assume responsibility for the other auditor’s work
as if he had done it himself.
The indication of shared responsibility is communicated to audit
report readers by a modification of the wording of the standard report.
The opinion on the financial statements is not affected solely by the
fact that more than one audit firm participated in the audit. Thus the
opinion is not modified—only the report wording. An example of a
shared responsibility report is shown in figure 2.

Figure 2

Shared Responsibility Report

We have examined the consolidated bal
ance sheet of RMW Company and subsidi
aries as of December 31, 19X1, and the
related consolidated statements of income
and retained earnings and changes in finan
cial position for the year then ended. Our
examination was made in accordance with
generally accepted auditing standards and
accordingly included such tests of the ac
counting records and such other auditing
procedures as we considered necessary in
the circumstances. We did not examine the
financial statements of C Company, a con
solidated subsidiary, which statements reflect
total assets and revenues constituting 20
percent and 22 percent, respectively, of the
related consolidated totals. These statements
were examined by other auditors whose re
port thereon has been furnished to us, and
our opinion expressed herein, insofar as it
relates to the amounts included for C Com
pany, is based solely upon the report of the
other auditors.

J

Wording of the scope par
agraph modified to com
municate shared respon
sibility for the scope of the
audit

Modifications of Wording Only

In our opinion, based upon our exami
nation and the report of other auditors, the
accompanying consolidated balance sheet
and consolidated statements of income and
retained earnings and changes in financial
position present fairly the consolidated finan
cial position of RMW Company and subsidi
aries at December 31, 19X1, and the con
solidated results of their operations and the
changes in their consolidated financial po
sition for the year then ended, in conformity
with generally accepted accounting princi
ples applied on a basis consistent with that
of the preceding year.

Wording of the opinion par
agraph modified to indicate
shared responsibility for the
audit opinion—note that the
opinion is unqualified

Emphasis of a Matter
Under certain circumstances the auditor may wish to emphasize a
specific matter regarding the financial statements even though he
expresses an unqualified opinion. Examples of such matters include
important events occurring after the balance sheet date or identification
of the entity as a subsidiary of a larger enterprise.
These matters are not deficiencies in the financial statements.
They represent matters, properly treated in the financial statements,
that are, in the auditor’s judgment, sufficiently important to be accen
tuated in the report.
To emphasize matters in the report, the auditor includes a separate
explanatory paragraph between the scope and opinion paragraphs
of the standard report. Figure 3 provides an example of this type of
report.
Figure 3

Report Emphasizing a Matter

(Scope Paragraph)
We have examined the balance sheet of
RMW Company as of December 31, 19X1,
and the related statements of income, re
tained earnings and changes in financial
position for the year then ended Our exam
ination was made in accordance with gen
erally accepted auditing standards and, ac
cordingly, included such tests of the
accounting records and such other auditing
procedures as we considered necessary in
the circumstances.

Scope paragraph is the
same as in the standard
report because no limita
tions have been placed on
the scope of the audit
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(Emphasis Paragraph)
As discussed in Note C, the company
issued $500,000 additional long-term debt
on February 15, 19X2.

(Opinion Paragraph)
In our opinion, the financial statements
referred to above present fairly the financial
position of RMW Company as of December
31, 19X1, and the results of its operations
and the changes in its financial position for
the year then ended, in conformity with gen
erally accepted accounting principles ap
plied on a basis consistent with that of the
preceding year.

A separate paragraph has
been added to emphasize
an event occurring after the
balance sheet date

Opinion paragraph is the
same as in the standard
report because the auditor
is simply emphasizing a
matter, not citing a defi
ciency

Modification of Both
Wording and Opinion
Four different reports represent modifications of both the wording and
opinion in the standard report:
1.

2.

3.
4.

A report may state that the financial statements are presented
fairly in conformity with generally accepted accounting principles
"except for" some particular matter.
A report may state that the financial statements are presented
fairly in conformity with generally accepted accounting principles
"subject to” the outcome of a particular matter in question.
A report may state that the financial statements do not present
fairly in conformity with generally accepted accounting principles.
A report may state that the auditor is unable to form an opinion
on the financial statements.

The first and second categories are referred to as “qualified"
opinions, the third category, as an “adverse" opinion, and the fourth
category, as a “disclaimer” of opinion. The type of specific circum
stance encountered in the audit and its materiality generally determine
the type of report necessary. To avoid obscuring the basic message,
the audit report will usually give a basic explanation of the circum
stance in a separate paragraph and refer to a note in the financial
statements that provides the details.

Modification of Both Wording and Opinion

Qualified Opinion—“Except For”
The purpose of the “except for” qualified opinion is to indicate that
the auditor is satisfied with the overall financial statements except for
a particular item. A report expressing an “except for" qualification is
used in the following situations:

•

•

•

The financial statements contain a departure from generally ac
cepted accounting principles including omission of an essential
item of information. In this situation the auditor is not in agreement
with one or more of the accounting principles used by management
in preparing its financial statements. For example, management
may fail to include leased assets and the related obligation in the
financial statements when the auditor believes they should be
included to conform with GAAP. The auditor will qualify the opinion,
explaining in a separate paragraph of the report the reasons for
the qualification and setting forth the approximate amounts involved
and the effects of the matter on the financial statements. This type
of "except for” qualification is illustrated in figure 4.
Generally accepted accounting principles used in the current year
are different from those used last year. These circumstances
represent a change from one accounting principle to another,
materially affecting the comparability of the financial statements.
An illustration is the change from the straight-line method of
computing depreciation to an accelerated method. In such a
situation, the auditor will inform the reader that financial statement
comparability has been affected and will indicate the nature of
the change and whether he concurs with it in the report, as
illustrated in figure 5.
A limitation on the scope of the audit prevents the auditor from
carrying out one or more audit procedure(s). Circumstances
sometimes make it impossible or impracticable for the auditor to
follow certain audit procedures he believes necessary—such as
inability to obtain sufficient evidence about a significant investment.
In such cases, the auditor’s report will contain a separate paragraph
explaining the nature of the scope limitation and identifying the
financial statement items affected. The opinion paragraph will
indicate that application of the procedures might have revealed
the need for adjustments to the financial statements. Figure 6
illustrates this type of report.

In deciding that an “except for” opinion is appropriate for the
foregoing situations, the auditor considers the degree of materiality of
the matter in question. If the matter is not material, the auditor will not
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address it in his report. On the other hand, the matter may be extremely
material and have such a widespread effect on the financial statements
that an “except for” opinion may not be appropriate. If such an extreme
degree of materiality exists for a departure from GAAP, the auditor will
express an opinion that the financial statements do not "present fairly
in conformity with GAAP”—an adverse opinion. In the last situation, a
scope limitation, the auditor will not be able to form an opinion. Thus,
if the degree of materiality is material but not extremely so, the “except
for" qualified opinion is used. Figure 7 illustrates the effects of materiality
on the auditor’s report.

Figure 4
Report With a Qualified “Except for” Opinion
Due to a Departure From
Generally Accepted Accounting Principles
(Scope Paragraph)
We have examined the balance sheet of
RMW Company as of December 31, 19X1,
and the related statements of income, re
tained earnings, and changes in financial
position for the year then ended. Our exam
ination was made in accordance with gen
erally accepted auditing standards and, ac
cordingly, included such tests of the
accounting records and such other auditing
procedures as we considered necessary in
the circumstances.
(Separate Paragraph)
The company has excluded from prop
erty and debt in the accompanying balance
sheet certain leased assets and the related
obligations, which in our opinion, should be
included in order to conform with generally
accepted accounting principles. If these leased
assets and related obligations were included,
property would be increased by$--------, long
term debt by $, and retained earnings
by $as of December 31, 19X1, and
net income and earnings per share would be
increased (decreased) by $-------and $------respectively for the year then ended.

Scope paragraph is the
same as in the standard
report because no limita
tions have been placed on
the scope of the audit

A separate paragraph has
been added to explain the
departure from generally
accepted accounting prin
ciples and its effect on the
financial statements

Modification of Both Wording and Opinion

(Opinion Paragraph)
In our opinion, except for the effects of
not including leased assets and the related
obligations, as discussed in the preceding
paragraph, the financial statements present
fairly the financial position of RMW Company
as of December 31, 19X1, and the results of
its operations and the changes in its financial
position for the year then ended, in conformity
with generally accepted accounting princi
ples applied on a basis consistent with that
of the preceding year.

Opinion expressed is qual
ified as “except for” due to
the departure from gener
ally accepted accounting
principles regarding lease
accounting

Figure 5
Report With a Qualified “Except for” Opinion
Due to Inconsistency in the Application of
Accounting Principles
(Scope Paragraph)
We have examined the balance sheet of
RMW Company as of December 31, 19X1,
and the related statements of income, re
tained earnings and changes in financial
position for the year then ended. Our exam
ination was made in accordance with gen
erally accepted auditing standards and, ac
cordingly, included such tests of the
accounting records and such other auditing
procedures as we considered necessary in
the circumstances.
(Opinion Paragraph)
In our opinion, the financial statements
referred to above present fairly the financial
position of RMW Company as of December
31, 19X1, and the results of its operations
and the changes in its financial position for
the year then ended in conformity with gen
erally accepted accounting principles which,
except for the change, with which we concur,
in the method of computing depreciation as
described in Note X to the financial state
ments, have been applied on a basis con
sistent with that of the preceding year.

Scope paragraph is the
same as in the standard
report because no limita
tions have been placed on
the scope of the audit

Opinion expressed is qual
ified as "except for” due to
inconsistency in the meth
ods of computing depre
ciation
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Figure 6
Report With a Qualified “Except for” Opinion
Due to Limitation on the Scope of the Engagement
(Scope Paragraph)
We have examined the balance sheet of
RMW Company as of December 31, 19X1,
and the related statements of income, re
tained earnings and changes in financial
position for the year then ended. Except as
explained in the following paragraph, our
examination was made in accordance with
generally accepted auditing standards and,
accordingly, included such tests of the ac
counting records and such other auditing
procedures as we considered necessary in
the circumstances.

(Separate Paragraph)
We did not examine records supporting
the company's investment in a foreign com
pany, stated at $, as described in Note
B to the financial statements.

(Opinion Paragraph)
In our opinion, except for the effects of
such adjustments, if any, as might have been
determined to be necessary had we been
able to examine the records supporting the
company’s investment in a foreign company,
as referred to in the preceding paragraph,
the financial statements referred to above
present fairly the financial position of RMW
Company as of December 31, 19X1, and the
results of its operations and the changes in
its financial position for the year then ended
in conformity with generally accepted ac
counting principles applied on a basis con
sistent with that of the preceding year.
-

Wording of the scope par
agraph is modified to indi
cate that a restriction af
fected the scope of the audit

A separate paragraph is
added to explain the nature
of the scope limitation

Opinion is qualified as "ex
cept for" due to any ad
justments the auditor might
have found necessary had
he been able to examine
the records supporting the
company’s investment in the
foreign company

Adverse Opinion

“ Except for” Opinion

Uncertainty

Disclaimer of Opinion

Not
Applicable

Not
Applicable

Participation by
another auditor

Emphasis of a
matter

Other
Reasons

(2)______

“ Subject to ” Opinion

Unqualified Opinion

Scope limitation

Departure from
generally accepted
accounting prin
ciples (including
inadequate disclosure)

Lack of consistency (1)

Auditing
Deficiency

Accounting
Deficiency

Effects of Materiality on the Auditor’s Report

1. An adverse opinion is normally inappropriate for a lack of consistency.
2. Although a “subject to” qualification is usually expressed when material uncertainties exist, an auditor is not precluded
from declining to express an opinion in cases involving uncertainties.

Extremely —
Material

Material -----

Not material

Reason for
modification

Figure 7
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Qualified Opinion—“Subject To”
In some audits the outcome of matters affecting the financial statements
cannot be estimated within a reasonable monetary range. For example,
when an entity is involved in a major lawsuit, the ultimate effect of the
litigation on the financial statements may not be reasonably estimable.
When such uncertainties exist, the auditor is unable to determine
whether the financial statements should be adjusted and, if they
should, in what amount. Thus, the auditor will express his opinion on
the financial statements qualified “subject to" resolution of the uncer
tainty. The auditor’s report will contain a description of the uncertainty
in a separate paragraph. A "subject to” qualification is illustrated by
figure 8.

Figure 8
Report With a Qualified “Subject to” Opinion
Due to Material Uncertainty

(Scope Paragraph)
We have examined the balance sheet of
RMW Company as of December 31, 19X1,
and the related statements of income, re
tained earnings and changes in financial
position for the year then ended. Our exam
ination was made in accordance with gen
erally accepted auditing standards and, ac
cordingly, included such tests of the
accounting records and such other auditing
procedures as we considered necessary in
the circumstances.
(Separate Paragraph)
As discussed in Note X to the financial
statements, the company is defendant in a
lawsuit alleging infringement of certain patent
rights and claiming royalties and punitive
damages. The Company has filed a counter
action, and preliminary hearings and discov
ery proceedings on both actions are in prog
ress. The ultimate outcome of the lawsuits
cannot presently be determined, and no pro
vision for any liability that may result has been
made in the financial statements.

Scope paragraph is the
same as in the standard
report because no limita
tions have been placed on
the scope of the audit

A separate paragraph has
been added to describe
the nature of the uncer
tainty

Modification of Both Wording and Opinion

(Opinion Paragraph)
In our opinion, subject to the effects of
such adjustments, if any, as might have been
required had the outcome of the uncertainty
referred to in the preceding paragraph been
known, the financial statements referred to
above present fairly the financial position of
RMW Company as of December 31, 19X1,
and the results of its operations and the
changes in its financial position for the year
then ended in conformity with generally ac
cepted accounting principles applied on a
basis consistent with that of the preceding
year.

Opinion is qualified as
"subject to" due to adjust
ments that might have been
necessary had the lawsuit
been resolved at the time
the financial statements
were prepared

Adverse Opinion
The auditor expresses an adverse opinion when he believes that the
financial statements contain departures from generally accepted ac
counting principles so material and pervasive as to make them
misleading. A qualified "except for" opinion would not be appropriate
in such a situation due to the widespread effect of departures from
generally accepted accounting principles on the financial statements.
Adverse opinions are rare in practice because the implications of
such an audit report are so serious that they usually cause the entity's
management to make the necessary corrections. However, when an
adverse opinion is rendered, the auditor will describe in a separate
paragraph of the report the reasons for the adverse opinion and, if
reasonably determinable, their effects on the financial statements. An
example of an adverse opinion is illustrated by figure 9.
Figure 9
Report With an Adverse Opinion
Due to a Departure From
Generally Accepted Accounting Principles

(Scope Paragraph)
We have examined the balance sheet of
RMW Company as of December 31, 19X1,
and the related statements of income, re
tained earnings and changes in financial
position for the year then ended. Our exam
ination was made in accordance with gen
erally accepted auditing standards and, ac
cordingly, included such tests of the
accounting records and such other auditing
procedures as we considered necessary in
the circumstances.

Scope paragraph is the
same as in the standard
report because no limita
tions have been placed on
the scope of the audit
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(Separate Paragraph)
As discussed in Note X to the financial
statements, the company carries its property,
plant and equipment accounts at appraisal
values, and provides depreciation on the
basis of such values. Further, the company
does not provide for income taxes with re
spect to differences between financial income
and taxable income arising because of the
use, for income tax purposes, of the install
ment method of reporting gross profit from
certain types of sales. Generally accepted
accounting principles, in our opinion, require
that property, plant and equipment be stated
at an amount not in excess of cost, reduced
by depreciation based on such amount, and
that deferred income taxes be provided. Be
cause of the departures from generally ac
cepted accounting principles identified above,
as of December 31, 19X1, inventories have
been increased $by inclusion in man
ufacturing overhead of depreciation in excess
of that based on cost; property, plant and
equipment, less accumulated depreciation,
is carried at $in excess of an amount
based on the cost to the company; and
allocated income tax of $has not been
recorded; resulting in an increase of $
in retained earnings and in appraisal surplus
of $For the year ended December 31,
19X1, cost of goods sold has been increased
$because of the effects of the depre
ciation accounting referred to above, and
deferred income taxes of $have not
been provided, resulting in an increase in net
income and earnings per share of $
and $respectively.
(Opinion Paragraph)
In our opinion, because of the effects of
the matters discussed in the preceding par
agraph, the financial statements referred to
above do not present fairly, in conformity with
generally accepted accounting principles,
the financial position of RMW Company as of
December 31, 19X3, or the results of its
operations and changes in its financial po
sition for the year then ended.

A separate paragraph has
been added to explain the
departures from generally
accepted accounting prin
ciples and their effects on
the financial statements

Opinion expressed is ad
verse—the departures from
generally accepted ac
counting principles are so
material that the financial
statements as a whole are
misleading

Modification of Both Wording and Opinion

Disclaimer of Opinion
A disclaimer of opinion states that the auditor does not express an
opinion on the financial statements. Such a report is necessary when
the limitations on the scope of the audit are so extensive as to preclude
the auditor from forming an opinion on the financial statements. A
disclaimer of opinion is illustrated in figure 10.

Figure 10
Report With a Disclaimer of Opinion
Due to a Limitation on the Scope of the Engagement

(Scope Paragraph)
We have examined the balance sheet of
RMW Company as of December 31, 19X1,
and the related statements of income, re
tained earnings and changes in financial
position for the year then ended. Except as
set forth in the following paragraph, our ex
amination was made in accordance with gen
erally accepted auditing standards and,
accordingly, included such tests of the ac
counting records and such other auditing
procedures as we considered necessary in
the circumstances.

(Separate Paragraph)
The company did not take a physical
inventory of merchandise stated at $in
the accompanying financial statements as of
December 31, 19X1. Further, evidence sup
porting the cost of property and equipment
acquired prior to December 31, 19X1, is no
longer available. The company’s records do
not permit the application of adequate alter
native procedures regarding the inventory or
the cost of property and equipment.

(Disclaimer Paragraph)
Since the company did not take a phys
ical inventory and we were unable to apply
adequate alternative procedures regarding
inventory and cost of property and equip
ment, as noted in the preceding paragraph,
the scope of our work was not sufficient to
enable us to express, and we do not express,
an opinion on the financial statements re
ferred to above.

Wording of the scope par
agraph is modified to indi
cate that limitations af
fected the scope of the audit

A separate paragraph is
added to explain the nature
of the scope limitations

The auditor disclaims an
opinion on the financial
statements because the
significance of the scope
limitations prevent him from
forming an opinion

25

26

Modifications of the Standard Audit Report

Auditors sometimes choose to issue a disclaimer of opinion when
material uncertainties affecting the financial statements raise a question
about the continued existence of the entity.

In Summary ...
Financial statements are a product of the accounting process through
out which management makes estimates and evaluations that affect
the statements. Although management's judgments are guided by
generally accepted accounting principles (GAAP), financial statements
are less than absolutely precise. Users should recognize that account
ing judgments can be subjective and thus can limit the accuracy of
financial statements.
The primary objective of an audit is to provide reasonable assur
ance that the financial statements are not materially misstated. Since
independent auditors form their opinions on the basis of selective
testing, they cannot be absolutely certain about whether the financial
statements are presented in conformity with GAAP.
The auditor's standard report has two basic objectives: to describe
what the auditor has done and to communicate what the auditor has
found in standardized words and phrases that have a specific meaning.
An auditor must sometimes modify the report because circumstances
encountered in an audit will not permit the standard form of reporting.
These modifications consist of either changes in the wording of the
report with no effect on the auditor’s opinion, or changes in both the
wording of the report and the auditor’s opinion.

Appendix

Generally Accepted Auditing
Standards
General Standards
1.

2.
3.

The examination is to be performed by a person or persons having
adequate technical training and proficiency as an auditor.
In all matters relating to the assignment, an independence in
mental attitude is to be maintained by the auditor or auditors.
Due professional care is to be exercised in the performance of
the examination and the preparation of the report.

Standards of Field Work
The work is to be adequately planned and assistants, if any, are
to be properly supervised.
2. There is to be a proper study and evaluation of the existing internal
control as a basis for reliance thereon and for the determination
of the resultant extent of the tests to which auditing procedures
are to be restricted.
3. Sufficient competent evidential matter is to be obtained through
inspection, observation, inquiries, and confirmations to afford a
reasonable basis for an opinion regarding the financial statements
under examination.

1.

Standards of Reporting
1.

2.

3.

The report shall state whether the financial statements are pre
sented in accordance with generally accepted accounting prin
ciples.
The report shall state whether such principles have been consist
ently observed in the current period in relation to the preceding
period.
Informative disclosures in the financial statements are to be
regarded as reasonably adequate unless otherwise stated in the
report.
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4.

The report shall either contain an expression of opinion regarding
the financial statements, taken as a whole, or an assertion to the
effect that an opinion cannot be expressed. When an overall
opinion cannot be expressed, the reasons therefor should be
stated. In all cases where an auditor’s name is associated with
financial statements, the report should contain a clear-cut indication
of the character of the auditor’s examination, if any, and the degree
of responsibility he is taking.
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